• A key week ahead for the NZD.
The fallout from last week's US interest rate meeting looks set to roll through to the end of the year as well. The Federal Reserve lifted the Fed Funds rate by 25bp, as was widely expected, but caught some investors by surprise by also lifting the number of predicted rate hikes for next year to 3 from 2. This gave the USD a boost into the back end of last week across the board and pushed NZD/USD back down through 0.70. The event also pushed yields on bonds higher again, extending the trend that began shortly after Donald Trump's victory in the US Presidential election.
Despite some recent weakness, the NZD remains supported on a trade weighted basis, not too far from 78, above the RBNZ's forecast of 76.8. However, the RBNZ has indicated it has finished the current easing cycle, meaning no more rate cuts on the way to weaken the currency. Should the NZD TWI continue to defy RBNZ, talk of a policy response could get louder in the New Year. This is the final ASB Economics Weekly of 2016. We will be back on Monday 9th January 2017.
Foreign Exchange
• NZD fell against the USD after the US Federal Reserve raised interest rates.
Interest Rates
• NZ interest rates leapt higher in the wake of the Federal Reserve's rate hike.
Week Ahead
• NZ Q3 GDP, GDT dairy auction, migration data.
Week in Review

•
The US Federal Reserve lifts interest rates and adds an extra hike to 2017 estimates.
Global Calendars
• US and UK Q3 GDP.
Chart of the Week: NZD remains north of RBNZ estimates
The NZD looks set to close 2016 above the RBNZ's forecast, on a Trade Weighted Index (TWI) basis. Indeed, it has been some time since the TWI was in tune with the RBNZ's estimates. This despite a number of revisions from the RBNZ, which have seen the TWI outlook pushed progressively higher.
The NZD has been supported by NZ's relatively high interest rates (even with recent cuts), robust economic growth and favourable terms of trade. None of these look likely to dissipate any time soon. However, a gentle deprecation of the TWI is expected due to USD strength, generated by Fed rate hikes.
Should the TWI continue to defy the RBNZ and move back towards/over 80 then talk of intervention could grow louder. The long-term effectiveness of such action is often limited and at this stage appears very unlikely -and a case of swimming against the tide. It was all about the Federal Reserve last week for currency markets. As anticipated, the Fed raised interest rates by 25bp on the 15 th of December and signalled a slightly faster pace of hikes is in store for 2017, a move that pushed the USD index to new multiyear highs. As a result, the NZD/USD moved significantly lower over the end of the week, to over one and a half cents below where we started the week. In Australia, stronger than expected employment data (also on the 15 th ) limited AUD/USD downside, but saw the NZD/AUD also slide lower. After creeping higher recently, the NZ trade-weighted index dipped last week.
Despite a busy week ahead for domestic data releases, currency markets are likely to be reasonably quiet as we head into Christmas. Domestically, Q3 GDP released on Thursday will be the key event. A stronger than expected result could see the NZD gain some strength back against the USD and AUD. The final dairy auction for 2016 will also be closely watched and could support the NZD if prices lift again. Offshore, the US PCE deflator could move currency markets slightly if results are off-expectations. 
Short
Medium-term outlook:
Last Quarterly Economic Forecasts Our FX forecasts were updated in mid-December, but the short-and medium-term outlook was tweaked, rather than seeing wholesale change. Further out, the NZD is now expected to depreciate vs. the USD over the next 18 months. The driver is USD strength due to the expected fiscal stimulus US President-elect Trump is forecast to deliver. This spending should be inflationary, pushing the US Federal Reserve to lifting the Fed Funds rate faster than previously expected.
Despite the revision, the NZD remains supported by relatively high Terms of Trade, relatively high interest rates, increased offshore investor demand and a structural improvement in the current account deficit. Given the RBNZ signalled it has finished its easing cycle at the November MPS, we see little sustained downward pressure on the NZD given the support from the previously mentioned factors, barring any developments from the November 14 earthquake. Over 2017, we expect the NZD/AUD to remain in a relatively high range of 0.94-0.96.
We revised our GBP forecast lower in late October ad have pushed the Pound a touch lower again in December's update. We believe the fundamental down-trend in the GBP will remain intact, and expect the NZD/GBP to continue to gradually lift toward the mid-0.60's by 2018.
In the near term we continue to see NZD/JPY hold above 70. Further out, the prospect for more BOJ easing should weaken the JPY, pushing NZD/JPY above 84 in 2017. NZ interest rates leapt higher, right across the curve, in the wake of the Federal Reserve's much anticipated rate announcement. As expected, the Fed delivered a 25 basis point rate hike to its target range. However, it was the revisions to the Fed committee's interest rate expectations which drove the market reaction. Fed members' economic projections now imply faster near-term rate hikes, pointing to 3 rate hikes in 2017 instead of 2 rate hikes previously signalled.
Over the week, both the US Treasury 2-year and 5-year bond yields lifted 11 basis points, dragging NZ yields higher. The impact of offshore interest rates lifts could present a challenge for the RBNZ in keeping monetary conditions at appropriate levels for NZ -NZ swap rates now imply a 50% chance of a rate hike by August next year, with a hike fully price by the end of 2017. This is in contrast to the RBNZ's and economist expectations that the OCR will remain on hold for the foreseeable future. The RBNZ has received some rebalancing in monetary conditions via the weaker NZD/USD -nonetheless, the NZD remains elevated on a TWI basis. This week, focus will turn back to NZ economic conditions. There are a number of data releases from StatsNZ -the key event being NZ GDP growth. We expect 0.8% qoq, which is bang on the market median expectation. The RBNZ's November MPS forecast was 0.9% qoq. The range of forecasts is fairly tight at 0.7%-1%, and we sit at the lower end. In saying that, there is scope for annual revisions which are incorporated this quarter to eclipse the quarterly outcome in terms of potential surprises. However, we believe RBNZ implications are likely to be fairly limited -the NZ economy is growing strongly, but the RBNZ needs to see evidence of inflation pressures picking up on a broad basis before it can even begin to consider lifting the OCR higher. See our full preview here.
Last Quarterly Economic Forecasts
The RBNZ cut the OCR to a record-low 1.75% as widely expected, on November 10. In addition, the RBNZ reduced its easing bias to "numerous uncertainties remain, particularly in respect of the international outlook, and policy may need to adjust accordingly." At the same time, the RBNZ signalled that it was not expecting to cut interest rates any further in its new OCR forecast track.
While the RBNZ remains concerned about the strength of the NZD, the inflation outlook has improved since September. Inflation is likely to be back within the 1-3% target band at the next read (due January) and economic growth is running at an above-trend pace. However, the RBNZ remains aware that the risks remain skewed to the downside. Interestingly, the RBNZ reminded that, if the NZD exceeds the RBNZ's assumptions going forward, it is the reasons for that lift that matter for any response. For example, stronger NZ fundamentals wouldn't imply a need for offsetting OCR cuts. However, further lifts in the NZD for other reasons, falling inflation expectations, bank funding costs and any deterioration in the global growth outlook could force the RBNZ into cutting the OCR beyond 1.75%.
We now expect the RBNZ to remain on hold for the foreseeable future. However, recent events, including Donald Trump's successful US Presidential campaign and North Canterbury's 7.5 magnitude earthquake on the 14 th of November, have increased the degree of uncertainty. Ratings agencies may display their displeasure with the lack of progress on deficit reduction and the prolonged path to surplus.
The Reserve Bank of Australia's meeting minutes are likely to expand on a "no change" view. We do not expect the minutes to contain any explicit policy bias. There is likely to be a comment on the Australian dollar and recent commodity price rises. The central bank minutes predate the shocking 0.5% fall in Q3 GDP.
At its 20 th December meeting, the Bank of Japan may drop, taper or introduce a range for its target of government bond purchases.
The US Federal Reserve Chair Janet Yellen is due to give a speech at Baltimore University.
Slower US wage growth suggests the policy relevant core PCE deflator will continue to run below the Fed's 2% threshold. The final monthly business confidence reading for the year will be released on the 19th of December. We expect to see further lifts in rural confidence following Fonterra's upward revision to its milk price forecast. Inflation measures will remain in focus, as they appear to be starting to edge higher.
NZ Data Preview: a look at the week ahead
Overnight Tuesday, the latest GlobalDairyTrade auction takes place. After spectacular price gains, we expect prices to stabilise at the new higher levels. Current futures pricing suggests whole milk powder prices will either be flat or post a small rise of up to 2%.
Net migration hit another record high in October, with over 70,000 new migrants to New Zealand over 12 months. Given the run of recent records, we expect migration to continue holding above 70,000 on an annual basis.
Over the medium term, we look for migration to start to slow. In the long term, Australia's expected recovery should see the flow of migration to Australia to return. We expect a trade deficit of $400m in November. In particular, we expect improving dairy prices to progressively lift dairy export prices and values over this and the coming months. At the same time, import values remain constrained by low global inflation for now.
We expect Q3 GDP figures will confirm another solid quarter of growth. We expect quarterly growth of 0.8%, and annual growth of 3.5%. The RBNZ expected 0.9% quarterly growth at the time of the November MPS. We believe the services sector is likely to be the star performer in Q3, but dairy production could be a small drag on growth. This quarter's GDP release will be accompanied by annual revisions to historical growth. Typically these annual revisions from StatsNZ are not significant, but there have been rare occurrences in the recent past where the historical growth profile has altered.
We expect NZ's current account balance to widen a touch over Q3. The Q2 deficit came in at 2.9%. Since then, the goods balance has fallen on the back of soft exports. Meanwhile, the annual services balance has continued its strength, as the tourism sector boom rolls on. All up, we expect the Q3 annual current account deficit to widen to 3.0% of GDP. However, we expect this widening will soon reverse, as the recent sharp correction in dairy prices flows through to an improving goods balance over the next year.
Household credit growth has been slowing since July 2016, largely driven by weaker housing credit growth due to the latest investor-focussed LVRs. We expect household credit growth to continue to slow, in line with the slowing housing market. Agricultural credit growth has also come off the boil over 2016 and this trend will continue. On the other hand, business credit growth has picked up sharply recently with annual growth in October hitting a sevenyear high. Growth is expected to remain steady going forward, supported by robust economic growth. Manufacturing sales volumes increased 2.1% over Q3, underpinned by a 2.3% lift in ex-meat and dairy manufacturing volumes. Volumes were skewed higher by a rebound in sales of petroleum and coal product manufacturing, a highly volatile segment. Nonetheless, the trend in manufacturing product sales remains fairly robust across most categories. In particular, sales growth in wood and paper manufacturing has been very strong, likely supported by strong growth in NZ construction activity.
Data Recap: weekly recap
Total building work put in place growth was slightly softer than we and the market expected. Q3 building construction volumes lifted 1.4%. As expected, non-residential construction volumes remained flat, while residential construction volumes increased 2.4% (compared to our expectation of a 4% lift). Residential construction growth in Q3 follows very strong lifts over H1 2016. Non-residential building activity was flat, but follows strong growth over the previous three quarters. Improving business confidence and low interest rates will continue to support demand for non-residential building demand. 
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